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2006 highlights 


@ Achieved revenue increase of 19.1% to $46.2 million. 
® Continued strong activity in traditional market sectors. 
@ Finalized purchase of Triple M Fiberglass Manufacturing Ltd. 


@ Finalized purchase of certain patents and exclusive rights for 


manufacturing Parabeam. 
@ Share price traded between $2.60 and $3.90. 
@ Concluded testing of Lifeliner Lining System in later part of Q3. 
@ Anticipate ULC and UL listing of our lining system in very near future. 


@ Signed long term agreement with US supplier for sale and 
installation of the Phoenix System in Florida. 


@ Re-qualified as one of 50 Best Managed Companies in Canada. 


@ Year-end changed from March 31 to December 31 to coincide 
with the Oil & Gas Industry 
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financial highlights 


Note 1-— In 2004, a provision for impairment of 
the full amount of an agreement receivable from 
ZCL Enviro Systems, Inc. was recorded. In 2002 
and 2001, restructuring and license litigation costs 
were legal, occupancy and other costs related to 
the litigation with Xerxes Corporation in the 
USA, the review of operations and dispute with 
ZCL-USA, Inc., the shutdown of the Belleville, 
Ontario plant, and management restructuring and 
termination. These costs were not considered to be 
part of the ongoing operations and not expected to 
recur in the future. In 1999, certain liabilities from 
the sale of ZCL Distribution were set up. In 2006, 
a recovery of some of the costs was $319,000 and 
is shown net of tax. They were separately disclosed 
in the Consolidated Statements of Income in the 
Consolidated Financial Statements. 

Note 2 — Convertible subordinated debenture 
costs, net of tax, were charged directly to 

retained earnings and deducted for purposes of 
determination of the basic and diluted earnings 
per share computations. 

Note 3 — At the Annual General and Special 
Meeting of Shareholders on August 18, 2003, the 
shareholders approved the reduction of the stated 
capital of the Company and elimination of the 
accumulated deficit. 

Note 4 — Working capital is calculated as current 
assets less current liabilities recorded on the 
Consolidated Balance Sheets. 

Note 5 — Shareholders’ equity included the equity 
portion of the convertible subordinated debenture 


prior to repayment in September 2002. 


(in thousands of dollars, except share information) $ $ $ $ $ 


Consolidated Statements of Income 


Provision for impairment of agreement 
receivable, restructuring and license 
litigation costs [note 1] 


Basic earnings per share 


Consolidated Statements of Retained Earnings (Deficit) 


Convertible subordinated debenture costs, 
net of tax [note 2] — — — (461) (815) 


Deficit elimination [note 3] . = = 9,043 = 


Consolidated Statements of Cash Flows 
Cash flows from operating activities 2,561 2,286 6,101 3,435 = 2,464 


Consolidated Balance Sheets 


Working capital /note 4) 10,099 8,669 7,863 


Long-term debt (including current portion) 4,643 1,912 


Common shares, end of the year 20,118,953 17,943,919 17,511,320 —-17,716,920 9,295,866 


Management considers the above earnings and other measures to be meaningful indicators of the financial position, results 
of operations and cash flows of the Company. Readers are cautioned that some of these measures may not have 
standardized meanings prescribed by Canadian generally accepted accounting principles, and are therefore not readily 
comparable to, and may be different than the calculations of, similar measures provided by other corporations. 
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message to the shareholders 


This past year has been one of continuous growth for the Company as our resources 
were focused on the further development of our core business, Liquid Storage Systems. 
Over the past few years, ZCL Composites Inc. (“ZCL”) has taken decisive steps to 
position itself for growth and prosperity. 


2006 was another record setting year for ZCL in terms of revenue, while net income 
from continuing operations remained level with last year due to pressures on raw material 
pricing and higher costs of promoting the Home Heating Oil tank program. We are 
pleased to report, that for the year ending March 31, 2006, revenue was $46.2 million, 
a 19.1% increase over the previous year. Overall net income was a record $3.7 million 
with basic earnings of $0.20 per share and diluted earnings of $0.18 per share. For 
our next fiscal year, we remain committed to our strategy of profitable growth and are 
confident that we can once again meet our 15%-20% growth target with proportionate 


increases in net earnings. 


Quarterly revenues in fiscal 2006 were higher than in corresponding quarters of 
2005. Activity in both sectors of the petroleum industry, as well as other traditional 
markets, continued to be strong throughout the year. Revenue increased due in part 
to strong activity in the oilfield sector resulting from higher oil and gas prices and 
due to the addition of new custom fibreglass products as a result of our acquisition 
of Triple M Fiberglass Mfg. Ltd. (“Triple M”), a manufacturer of fibreglass tanks, 
vessels, piping and other custom environmental products. A very healthy backlog at 
March 31, 2006 indicates we will have another strong year in this market. Some of the 
products manufactured by Triple M have been sold and delivered internationally, while 
other products such as large diameter tanks have been manufactured for the storage of 


chemicals and water used in the Northern Alberta Oil Sands projects. 


This past year’s marketing focus has been to strengthen our share of the storage tank 
market, in the consumer, upstream and industrial sectors, with particular attention to 


our new “LIFELINER’ lining system and our “Safer Tank” home heating oil tanks. 
The LIFELINER System™ is a unique internal fibreglass system that allows “in-situ” 


upgrades of a single wall tank to a secondary contained lining system using a patented 
three dimensional glass fabric combined with a proprietary state-of-the-art curing 
system. The system allows corrosion free storage of new fuels including the new ethanol 
blended fuels and other blends now being legislated in certain parts of Canada and the 
USA. For example, Ontario, Saskatchewan, Manitoba and the federal government of 
Canada have announced their intention to reach a target of 5% ethanol in all gasoline 


sold across the country by 2010. Given that Fibreglass Reinforced Plastic (FRP) 


tanks built prior to 1979 are not able to store these types of fuels, our LIFELINER 
System™ puts us in a position to take advantage of the many opportunities for future 


tank upgrades. 


‘The final testing of the LIFELINER System™ was concluded in the later part of 2005 
with a projected roll-out scheduled for the first half of calendar 2006. We have now 
begun the introduction of the lining system to the marketplace, and our program will be 
ramped up as we gain field experience and train qualified applicators in all aspects of this 
new system. With approvals anticipated imminently from Underwriters’ Laboratories of 
Canada (ULC) and Underwriters’ Laboratories (UL), we expect that this new product 


will add to our revenue in fiscal year ending December 31, 2006. 


During fiscal 2006, we signed a five year agreement with a US supplier for the exclusive sale 
and installation of the “Ihe Phoenix System®” within the State of Florida. This system 
utilizes Parabeam, a patented three dimensional glass fabric, to create an internal lining 
for the secondary containment of underground storage tanks. It is estimated that in 
the state of Florida alone, there are 9,900 tanks considered prime candidates for this 
upgrading method. Internationally, there is a very large and growing need for upgrading 
both underground and aboveground liquid storage tanks, driven by environmental 
legislation and industry standards 
requiring secondary containment for 
storage of hazardous liquids. There are 
significant opportunities to establish 
ZCLs tank lining technologies as the 
preferred method of upgrading single 
wall tanks. The potential annual 
market in North America is estimated 
to be in excess of $300 million and, 
at this time, we are not aware of 
any comparable or alternative lining 


products in the marketplace. 


President & Chief Executive Officer 
Venence G. Cété 
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message to the shareholders continued 


During the third quarter of 2006, we purchased certain of the application patents as well 
as the exclusive rights for manufacturing the three dimensional glass fabric marketed 
as Parabeam. The purchase of these patents provides the Company with control over 
the Parabeam product. This action further solidifies our growth strategies in the North 
American and Global marketplaces. While this product can be used in the manufacturing 
of double wall tanks, as well as other types of products, it can also be used in the lining 


of both underground and above ground tanks. 


With respect to our home heating oil storage tank product line (The Safer Tank), we 
entered into a marketing campaign with ING Insurance, providers of home insurance, 
and Sears Canada’s “HVAC” (Heating Ventilation & Air Conditioning) division, whereby 
attractive incentives were offered to consumers for the purchase of the product. We have 
also been selling tanks into the USA, where our product has been well received by the 
consumer, as well as to some of our Alliance partners, such as Irving Oil, for delivery 


within Atlantic Canada and the USA. 


With the launch of our “Safer Tank” or home heating oil tank in the United States, 
revenues were lower than expected while marketing costs such as advertising, trade show 
activities and other travel and direct sales costs were higher than expected, thus negatively 
affecting our bottom line. Demand for our tanks was also affected by large increases in 
furnace oil costs thereby compelling many customers to postpone their tank upgrade 


purchases. 


While we are disappointed with the poor performance of this particular segment, 
steps have been taken to mitigate losses while the market for this promising product is 
developed. We are hopeful that the coming year will see improvements in the financial 


performance of this operation. 


During the third quarter, a Calgary based private equity fund which previously held 
approximately 43% of our outstanding shares, sold substantially all of its ownership 
position in the company. These shares were purchased by a wide number of private 
and institutional investors thereby affording an improvement in liquidity. We appreciate 
the support given to us by this group during the period when we were developing 
and introducing new products and expanding through acquisitions. Today, only three 
shareholders each hold more than 10% of the outstanding shares, with no one owning 


more than 13% of the shares. 


We expanded our Investor Relations program by introducing our company to potential 
investors from across Canada by working closely with a significant investment broker 


based in Calgary who specializes in the Oil and Gas Industry. 


‘The Company agreed to change its year end from March 31 to December 31 to coincide 
with companies involved in the oil and gas industry. Our next fiscal year end will 
therefore be for the nine months ending December 31, 2006. Appropriate comparisons 
and reconciliations will be provided in order to easily evaluate our financial performance 


during this upcoming transition periods. 


In the current environment where many companies acknowledge the challenge of 
recruiting and retaining high quality people, we are pleased to announce that for the third 
consecutive year, we have re-qualified and are one of the fifty winners of the nationally 
acclaimed competition known as “Canada’s 50 Best Managed Companies”, recognizing 
innovative thinking, product and service excellence and commitment to people. The 50 
Best Managed designation symbolizes Canadian corporate success: companies focused 


on their core vision, creating stakeholder value and excelling in the global economy. 


Going into this new fiscal period, our vision remains unchanged: to be the leading global 
provider of environmentally friendly liquid storage solutions, while providing superior 
returns to our shareholders. We will do so by maintaining our position in our traditional 
markets within the Canadian marketplace, and by pursuing growth opportunities in 
related products and markets. Our organization is well positioned to take advantage of 
our strengthened core business. We are looking to the future with confidence and by 


remaining focused we will meet our commitments and continue to create value for our 


shareholders. 


Our strong performance is a testament to the combined efforts of our board of directors, 
management team and our work force, in creating significant long term value for our 
shareholders. As always, I am sincerely grateful for the valuable support of our customers, 
our shareholders and our Board. I also want to particularly thank our employees for 
their outstanding efforts. Our people continue to astound me in their commitment to 
the ongoing success of ZCL. Their continued support and dedication will drive future 


growth and build shareholder value. 


Venence G. Cété, 
President and Chief Executive Officer, 
May 2006 
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| Canada’s #1 selling underground 
‘ petroleum storage tank 


Drummondville, Québec 
Plant Manager, Claude 
Bougie and co-worker 
Christiane Perreault 


Profile 
ZCLs core business is the supply of liquid 


storage systems, including the manufacture of 
fibreglass underground and aboveground storage 
tanks as well secondary contained steel tanks and 
related products and accessories. Our vision is to 
be the leading global provider of environmentally 


friendly liquid storage solutions. 


Established since 1987 under the Canada 
Business Act, ZCL has led the way in 
innovative fibreglass tank technology and has 
grown to become Canada’s leading designer, 
manufacturer and supplier of cost effective 
liquid storage systems to the petroleum industry. 


An unrelenting drive to manufacture superior 


fibreglass tanks that “simply will not corrode” has 
made ZCL the preferred choice in many retail, 
industrial and consumer sectors. A majority 

of the Canadian major and independent oil 
companies have adopted ZCLs technology 

as the standard for their retail networks. The 
Company continues to innovate with expanding 
product lines from fibreglass tanks to fibreglass 
lined steel tanks designed to meet stringent and 
changing environmental regulations. We remain 
committed to continue setting the standards for 


economical, environmentally safe and long lasting 


liquid storage technology. 


Underground Fuel Storage Tanks 


OilField Service tanks 
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over 245 employees in 7 facilities, 
manufacturing over 10 different 


tyoes of products 


Nisku Plant Manager, j 
Phil McGill and paint specialist 
Tamara White 4 


Canada’s safer tanks 
ZCL Composites Inc. takes pride in providing 


products that are designed for environmentally 
safe storage of petroleum products and 

other hazardous and non-hazardous liquids. 

The Company’s products include fibreglass 
underground and aboveground tanks, fibreglass 
lined steel tanks, secondary contained steel 
aboveground storage systems, fibreglass lining 
systems, oil water separators and related products, 
services and accessories, as well as Parabeam 

a three dimensional glass fabric used in the 


manufacture of ZCL tanks and linings. 


ZCL markets its tanks under the Prezerver and 
Greentank trademarks to the retail petroleum 
industry and Protektor and Pinnacle trademarks 
to the oil and gas industry. It also combines 


double wall fibreglass tanks and related products 


Ted env ry ee — 
fe. Coy end oe ek — 
A 0H A YY he 


eH OT iN 
CURT PH 0 


Underground Fuel Storage Tanks 


the hard work and dedication of their workers. 


Canada’s gas stations rely on ZCL 


under the Prezerver System trade name, carrying 
a $2 million insurance backed warranty against 


pollution. 


To meet increased standards for safe storage of 
home heating oil, ZCL manufactures a 100% 
fibreglass aboveground home heating oil tank 
marketed under the trade name “The Safer Tank’. 
It also supplies tanks for storage of potable and 


non-potable water and for domestic sewage. 


ZCL also provides the market place with the 
“LIFELINER System™” which is a unique, 
manufactured on site, internal fibreglass lining 
system that allows an upgrade of in service steel 
or fibreglass single wall tanks to a secondary 
contained lining system with continuous 


monitoring capabilities. 


Two 100,000 litre Fuel Storage Tanks 


A Canada’s 50 Best Company 


ZCL Composites Inc. is proud to be recognized among 
Canada’s 50 Best Managed companies. The Company 


believes that their success was achieved in large part through 
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Piping & vessels for the oil sands, pulp mills 
and booming worldwide industries 


Triple M Fiberglass Mfg. Ltd. is a subsidiary of ZCL Composites Inc. 
Incorporated in 1982, Triple M has earned a reputation for quality products 


so 


Triple M produces piping and duct 
systems from 1” to 22’ diameter fabrication procedures of composite assemblies is now combined with the use 


as well as honesty and integrity in its dealings. Triple M’s experience in 


of proprietary ZCL fibreglass products, resulting in superior, cost effective 
design and structural integrity. Applications include industrial and chemical 
storage vessels, piping and equipment for chemical plants, the pulp and paper 


industry and the upstream petro-chemical market. 


Large project scrubbers installation 
provides long-lasting corrosion 
protection 


Fibreglass pipe and 
fitting manufacturing at 
Edmonton plant 


Large diameter pulp mill tank 


Special ‘Header’ tank used 
to clean industrial effluent 
at a pulp mill 


International opportunities 
Parabeam BV located in the Netherlands is a subsidiary of ZCL Composites Inc. 


The Company manufactures a three dimensional glass fabric for numerous applications 
in the corrosion, marine, transport and construction industries. The product is used in the 


manufacturing of double wall tanks as well as in the lining of both underground and 


aboveground tanks. 
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lopatch demand for both fibreglass 


Plant Manager, Dave _ 
foreman Sam Pham 


Scott (left) with welding 


Oi 
and steel tanks 


ZCL Everlast Edmonton 


ZCL Everlast steel plant, 
Edmonton, Alberta 


Tanks service a wide 
range of industries from 
retail and industrial 

to oilfield 


Steel and fibreglass lined tanks 


ZCLs steel tank division produces a variety of tanks for a host 

of industrial and commercial applications including the thriving 
oilpatch in Western Canada. ZCL Everlast’s corrosion resistant 
fibreglass lined steel tank systems comply with government 
guidelines for 100% secondary containment, providing continuous 
protection against expensive well-site leak related clean-ups. 

ZCL Everlast also manufactures aboveground secondary contained 
steel tanks for the safe storage of petroleum products, chemicals 
and other hazardous liquids and are sold under the tradename 


Duragreen. 


ZCL Everlast Oilfield Tank 


Well Worth It! 
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New products, research & development 


Lining Systems mys 

Field trials for the ZCL LIFELINER Sa 

| System™ continued in 2006. This unique at \ 
Us 


\\ TANK 


internal fibreglass system allows upgrades 


of a single wall tank “in-situ” to a secondary 


~ 3D laminate 


Fiberglass wall 


UIFELINER 


i contained lining system using a patented 


three dimensional glass fabric combined with 


a proprietary state-of-the-art curing system. The system 


allows storage of new fuels, including the new ethanol and other 


blends now being legislated in certain parts of Canada and USA. 


Biodiesel Tanks 
Biofuels have been in the news most recently. 


US auto makers have stated that bio fuels will 


“meet 25% of the nation’s transportation energy 
Turn-key biodiesel tank package needs by 2025.” In anticipation of this growth market sector, ZCL has entered 
into an agreement with a biofuel manufacturer to supply tanks for the storage 
of biodiesel, a renewable fuel manufactured from vegetable oils, animal fats 


and recycled cooking oils which can be mixed with petroleum diesel to create a 


biodiesel blend. 


Home Heating Oil Tanks 
Marketed as “The Safer Tank’, these tanks give 


residential homeowners long term, trouble free 


ee eS atorage lank service while offering the highest level of environ- 


mental protection. The Safer Tank production 


line was retooled in 2006 to realize greater Heating Oil Tank production 


Ace fic; : at Waverley, Nova Scotia 
production efficiencies. plant 


Gary Steadman P. Eng. 
VP Engineering 
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management’s discussion & analysis 


May 23, 2006 


The following discussion and analysis should be read in conjunction with the audited consolidated 
financial statements of the Company for the years ended March 31, 2006 and 2005, and the notes 
relating thereto, as well as the Message to Shareholders and other management discussion included in 
this Annual Report. Financial statements are prepared in accordance with Canadian generally accepted 
accounting principles, and all amounts are in Canadian dollars unless otherwise indicated. 

‘This report includes forward-looking statements that are based on current expectations and are subject to 
risks and uncertainties. Many internal and external factors may cause actual results to differ materially, 
including, but not limited to, those outlined in Risks and Uncertainties below. The Company disclaims 
any intention or obligation to update or revise any such forward-looking statements, whether as a result 
of new information, future events, or otherwise. 


Overall Performance 


Revenue in 2006 increased by 19.1% to a record $46.2 million, from $38.8 million 
in 2005. Net income from continuing operations of $3.4 million was slightly lower 
than the $3.5 million in 2005. Basic earnings per share from continuing operations of 
$0.19 in 2006 is slightly lower than the $0.20 in 2005, and diluted earnings per share 
from continuing operations of 
$0.17 is also slightly lower than 
the $0.18 in 2005. The slight 
reduction of earnings per share 
is the result of a larger number 
of shares outstanding in 2006. 
During 2006, the Company settled 
certain accounts from an operation 
that was discontinued in 1999 
generating an after tax income of 
$0.3 million. Net income for 2006 
is therefore, $3.7 million compared 
to net income in 2005 of $3.5 
million. Earnings per share on 
net income is $0.20 and the fully 


diluted earnings per share on net 


income is $0.18. 


VP Finance & Chief Financial Officer 


Bernard A. Lafferty 
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Segmented Activity 


Operating segments are defined as components of the Company for which separate 
financial information is available that is evaluated regularly by the chief operating 
decision maker in allocating resources and assessing performance. The chief operating 


decision maker of the Company is the Chief Executive Officer. 


With the growth in the Home Heating Oil Tanks segment,the Company now operates 
in two reportable segments namely, Liquid Containment Storage Systems (including 
fibreglass underground and aboveground storage tanks and related products and 
accessories) and Home Heating Oil Tanks. In addition to the above noted operating 
segments, corporate administration and other operating segments reported to the CEO 
are included in the Other reportable segment. Revenue for the All Other reportable 
segment is primarily from the Company’s operations in The Netherlands which 
manufacture and sell a three dimensional fabric material. Sezmented information is 
shown on these product lines in note 18 to the Consolidated Financial Statements 
which highlights Liquid Containment Storage, Home Heating Oil Tanks and All 
Other segments. 


Sales recorded in the Liquid Containment Storage Systems segment were $42.3 million 
(2005 - $35.2 million) generating income before income taxes of $8.2 million (2005 - 
$7.2 million). Activity was very strong during the year with all four quarters reporting 
stronger financial performance than the previous year. ‘The acquisition of Triple M on 


April 1, 2005, contributed significantly for much of the year over year growth. 
Sales recorded in the Home Heating Oil Tanks segment were $1.5 million (2005 - $1.7 


million) incurring a loss before income taxes of $1.0 million (2005 - $0.3 million loss). 
The Company invested aggressively in trade shows, advertising and travel and had 
allocated one third of the engineering support costs in 2006. However, the market did 
not materialize as strongly as we had anticipated thereby creating a higher loss in 2006. 
In 2005, revenue from a lining project contributed $0.5 million in revenue and $0.2 
million in income before income taxes. After consideration for this related activity in 
2005, year over year heating oil tank sales would have been $1.5 million (2005 - $1.2 


million); loss before income taxes of $1.0 million (2005 — $0.5 million loss). 
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management’s discussion & analysis continued 


Overview 


Quarterly revenue in 2006 was higher than each and every quarter in 2005. The overall 
increase in revenue was a combination of the acquisition of Triple M Fiberglass Mfg. 
Ltd. (“Triple M”) on April 1,2005 and the continued increased demand for our products 
sold to the upstream sector of the Oil & Gas industry. The outlook for this market 
sector, as well as other traditional markets of the Company, remains very positive. The 


order backlog is very strong and the new year is very promising. 


Activity in the downstream and upstream sectors of the petroleum industry, as well 
as other traditional markets, although weak in the first part of the year, strengthened 
during the fourth quarter. Products added with the purchase of Triple M grew to levels 
higher than anticipated during this, the first year of ownership. Additionally, products 
introduced in prior years— Protektor and Pinnacle oilfield tanks, filament wound 
pressure vessels, as well as custom storage, lining systems and the new steel products 
continue to gain market acceptance and contribute to revenue. Sales of home heating 
oil tanks did not materialize to the extent we had earlier anticipated. However, we are 


hopeful that its financial performance will improve dramatically this year. 


Net income from continuing operations in 2006 was slightly lower than 2005 largely 
the result of significant increases in the cost of raw material. Selling price increases were 
not introduced until later in the year as backlog and contractual agreements prevented 
earlier increases to take place. Additional costs were incurred this year relating to the 
addition of the Triple M operations and higher costs invested in travel, trade shows, and 
advertising to capitalize on the burgeoning market place. As noted in the discussion 
relating to segmented activity, the Home Heating Oil Tanks segment incurred a loss 
before income taxes of $1.0 million (2005 - $0.3 million loss). 


Cash flows from operating activities of $2.6 million in 2006 were slightly higher 
than the $2.3 million in 2005. The increases in accounts receivable and inventory were 
primarily the result of the aquisition of Triple M and increased business levels. Cash 
generated from financing activities increased by $1.4 million, to $0.8 million this year 
from a usage of $0.6 million in 2005. In 2006, dividends of $1.4 million were paid 
(2005 - $1.1 million) and common shares were issued for cash of $2.1 million upon 
the exercise of share options and warrants (2005 - $411,000). Cash used in investing 
activities increased by $2.6 million, to $4.7 million this year from $2.1 million in 2005. 
During 2006, the Company purchased 100% of the shares of Triple M for $2.0 million 
compared to the purchase of the business assets of Durex for cash of $1.2 million in 
2005. As part of the Triple M acquisition, the Company assumed $0.6 million of bank 
indebtedness. 


Purchases of property plant and equipment of $0.9 million were $0.5 million higher 
than the purchases of this asset category in 2005. The Company purchased certain 
patents related to the Parabeam product for approximately $0.4 million in 2006. Costs 
related to development projects were $0.8 million, $0.3 million higher than the previous 


year’s development cost deferrals. 


A dividend of $0.08 (2005 — $0.06) per common share was declared in the first quarter 
of 2006 and dividends of $1.4 million (2005 - $1.0 million) were paid in the second 
quarter. The shares of Triple M were acquired for cash of $2.0 million in the first quarter 
of 2006. The Company assumed $0.6 million of bank indebtedness on the aquisition 
of Triple M. Business assets of Durex Steel & Alloy Industries Ltd. (“Durex”) were 
purchased for cash of $1.2 million in the first quarter last year. 


In December 2004, a portion of the Company’s manufacturing plant in Waverley, 
Nova Scotia was destroyed in an electrical fire. This facility produces primarily home 
heating oil tank products. Manufacturing resumed in the fourth quarter of last year 
and the plant has been fully restored. It is anticipated that insurance proceeds from 
the Company’s insurers (subject to a $25,000 deductible under the insurance policy) 
will cover the majority of the cost of damages. Accounts receivable at March 31, 2006 
included $0.3 million (March 31, 2005 - $0.6 million) related to the insurance claim. 
Since March 31, 2006 $0.1 million has been received with a notice that the balance 


remaining will be paid shortly. 


With respect to our home heating oil product line, the Company entered into a 
marketing campaign with ING Insurance, providers of Home Insurance and Sears 
Canada’s “HVAC” (Heating Ventilation & Air Conditioning) division, whereby we 
offered very attractive incentives for the purchase of the product. We have also begun 
selling tanks to our other Alliance partners, such as Irving Oil, for delivery within 
Atlantic Canada and the USA. There are approximately 8 million households in North 
America using home heating oil. Although sales for 2006 did not grow to the extent 
we had expected this year, indications are for strong growth in the next fiscal period. 
Our plan remains the same; to systematically achieve a significant share of this market 
over the next five years. 

The Company purchased certain of the application patents as well as the exclusive rights 
for manufacturing the three dimensional fabric marketed as Parabeam. ‘The purchase 
of these patents provides the Company with control over the Parabeam product. This 
action further solidifies the Company’s growth strategies in the North American and 


Global marketplace. 
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management’s discussion & analysis continued 


We continue to focus on the tank lining program to address the needs of secondary 
containment for “in-situ” tanks that require lining. Tank lining development costs of 
$0.4 million, net of investment tax credit, were $0.5 million (2005 - $0.5 million and 
80.1 million in 2004) and brought the total deferred costs to $1.2 million. These costs 
will be amortized over an appropriate term to a maximum of five years upon commercial 
production of the lining product. The final field testing of the Company’s tank lining 
technologies was successfully completed in the third quarter. While the overall level 
of development costs has exceeded the initial estimated amount, the development 
program has progressed as planned. Evaluation and testing with respect to obtaining 
Underwriters’ Laboratories of Canada (“ULC”) and Underwriters’ Laboratories (Gute) 
listings in accordance with recognized industry standards was successfully completed in 
the third quarter and we are awaiting formal approval. Lining systems will be introduced 
to the marketplace in a deliberate and measured manner and the lining program will 
be ramped up as field experience is gained and qualified applicators are trained in all 
aspects of this new system. This new product is expected to add to revenue in the early 


part of the next fiscal period. 


In the current environment where many companies acknowledge the challenge of 
recruiting and retaining high quality people, we are pleased to announce that for 
the third consecutive year, we have re-qualified and are one of fifty winners of the 
nationally acclaimed competition known as “Canada’s 50 Best Managed Companies” 
which recognizes innovative thinking, product and service excellence and commitment 
to people. The 50 Best Managed program is a national competition that recognizes 
Canadian companies that employ business best practices. The program was created in 
1993 and recognizes companies operating at the highest levels of business performance. 
The 50 Best Managed designation symbolizes Canadian corporate success: companies 
focused on their core vision, creating stakeholder value and excelling in the global 


economy. 


During the third quarter, a major shareholder who previously held approximately 43% 
of our outstanding shares, decided to sell substantially all of its ownership position in 
the company. These shares were purchased by a wide number of private and institutional 
investors thereby affording an improvement in liquidity. We appreciate the support given 
to us by this shareholder during that period when we were developing and introducing 
new products and expanding through acquisitions. Only three shareholders each hold 
more than 10% of the outstanding shares with no one owning more than 13% of the 


shares. 


The Company has decided to change its year end from March 31 to December 31 to 
coincide with companies involved in the oil and gas industry. The next fiscal period 
end will therefore be for the nine months ending December 31, 2006. Appropriate 
comparisons and reconciliations will be provided in order to easily evaluate our financial 


performance during the upcoming transition periods. 


Selected Annual Information 


Years ended March 31 2006 2005 2004 


(in thousands of dollars, except per share amounts) $ $ $ 


Consolidated Statements of Income 


Revenue 46,166 38,756 335932 
Net income from continuing operations 3,424 3,480 ARO 52, 
Basic earnings per share from contintuing opeations 0.19 0.20 0.11 
Diluted earnings per share from continuing operations 0.17 0.18 0.11 


Consolidated Balance Sheets ' 
Total assets — 36,557 32,624 26,467 


Long-term debt (excluding current portion) — — — 


Cash dividends declared 
Total 1,438 1,051 — 
Per common share 0.08 0.06 a 


Revenue increased as a result of strong activity in the downstream and upstream sectors 
of the petroleum industry, the growing market acceptance of new products introduced by 
the Company in recent years, and the acquisition of Triple M Fiberglass Mfg Ltd (“Triple 
M’) ettecttve April 1, 2005, 

Financing charges also increased in 2006 with the increased utilization of our operating 


line of credit and with certain unrealized foreign exchange losses related to transactions 


denominated in foreign currencies and translation of the financial statements of 
Parabeam. 
In 2006, assets increased due to the acquisition of Triple M, as well as higher working 


capital (increased accounts receivable and inventories) required for the elevated level of 


operations. Similar types of increases were experienced in 2005 with the aquisition of 


Dutex. 
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Results Of Operations 


Yaar Ended March 31, 2006 Compared to the Year Ended March 37, 2005 


Revenue 


Revenue was $46.2 million in 2006 compared to $38.8 million in 2005, an increase of 
over $7.4 million or 19.1%. Revenue increased due in part to the acquisition of Triple 
M as well as to the sustained strength of the downstream and upstream sectors of the 
petroleum industry and other traditional markets, and the Company's expanding line 


of products. 


Revenue less manufacturing and selling costs 


Revenue less manufacturing and selling costs increased to $9.3 million (20.1% of 
revenue) from $9.1 million in 2004 (23.4% of revenue). Net income did not grow 
at the rate previously anticipated due to the additional costs related to the Triple M 
operations and significant increases in the costs of raw materials that could not be 
offset in price increases until late in the year as a result of a high customer order backlog 
and contractual agreements. We also invested more aggressively in travel, trade shows, 


and advertising to capitalize on the strong market. 


We have now completed the final stages of the development of the tank lining 
technologies. The costs, which have been deferred, meet the criteria established by the 
Canadian Institute of Chartered Accountants (“CICA”). 


Manufacturing and selling costs include direct materials and labour, variable and 
fixed manufacturing overhead, and marketing and selling expenses, and exclude 
amortization, general and administration, and financing charges. While overall margins 
have decreased mainly as a result of increased raw material costs, ongoing margins are 
expected to be maintained through selling price increases and production improvements. 
Manufacturing overhead has increased over last year largely due to the increase in 


business as certain expenses were incurred to support the higher operations. 


The Company has an ongoing continuous improvement program aimed at reducing 
costs and maximizing operational efficiency. The initial ISO certification of two of the 
Company’s production facilities, and the subsequent update to ISO 9001:2000, are part 


of this continuing program. 


Amortization 


Amortization decreased by $0.3 million to $1.5 million for the year from $1.8 million 


in 2005 as certain assets became fully amortized during 2005. 


Prior to 2006, amortization had increased during the previous two years as a result of 
property, plant and equipment added with the acquisitions of Mocoat and Parabeam 
in 2003. ‘These were key strategic acquisitions related to tank lining products and to 
the proprietary three dimensional glass fabric that is an integral part of the Company’s 
manufactured and lining products. In 2006, the acquisition of Triple M in April of 2005 
further increased amortization. However, the overall level of amortization decreased 
in the latter part of 2005 and 2006 as certain deferred development costs related to 
ZCL-USA, Inc. were fully amortized. 


Additional lining development costs were deferred this year and commercial operations 
are anticipated for the early part of the next fiscal period. These costs will begin to 
be amortized in the next fiscal period upon commercial production of the lining 


products. 


General and administration 


General and administration expenses of $2.3 million increased by $0.2 million from 
2005, but decreased as a percentage of revenue to 4.9% in 2006 from 5.2% in 2005. 


Over the past several years, the overall level of general and administration expenses have 
been maintained or increased only slightly through restructuring and continued cost 
reduction efforts. These expenses will however, continue to increase as the Company 
grows and systems and procedures are put in place, and associated professional fees and 
other costs are incurred, relating to the requirements of current corporate governance 


developments. 


Financing charges 


Financing charges were $0.3 million, up from $0.1 million in 2005. As described in note 
12 to the Consolidated Financial Statements, financing charges represent interest on 
short term indebtedness, including bank fees and other charges, and foreign exchange 
gains and losses. Higher financing charges were incurred in 2006 as interest on short 


term indebtedness was higher this year due to more frequent utilization of the bank 
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lines of credit (bank indebtedness) from 2005. Foreign exchange losses of $0.1 million 
(2005 — $0.02 million) were related to transactions denominated in foreign currencies 


and the translation of the financial statements of Parabeam. 


Income taxes 


The Company’s effective tax rate was 35.1% in 2006 as compared to 33.4% in 2005. 
The Company’s overall statutory income tax rate of 33.5% is 1.0% higher than the 
32.5% statutory rate of last year. Income taxes were higher in 2006 due to additional 
non-deductible expenses in 2005 (largely stock based compensation expense which 
increased to $0.2 million from $0.1 million last year) In 2005, a tax benefit of $0.1 


million was realized due to losses not previously recognized for accounting purposes. 


Future income taxes relate primarily to the utilization of losses of prior years for tax 
purposes, and differences between financial reporting and tax bases of assets and 


liabilities. All tax losses of prior years have been utilized in 2006. 


Net income from continuing operations and earnings per share 


Net income from continuing operations of $3.4 million was slightly lower than the net 
income of $3.5 million in 2005. With a larger number of shares outstanding in 2006, 
basic earnings per share from continuing operations of $0.19 was slightly lower than 
the $0.20 in 2005, and diluted earnings per share from continuing operations is $0.17 
compared to $0.18 of 2005. 


The weighted average number of common shares for basic earnings per share increased 
to 18,334,670 as compared to 17,686,512 in 2005, as a result of the share options and 


warrants exercised during the year. 


With the increased average market share price, the effect for 2006 of dilutive share 
options and warrants was 2,093,913 (2005 — 1,595,431). In 2006 and 2005, the warrants 
that had not vested were not included in the calculation of diluted shares. Subsequent 


to the 2006 year end, the remaining unvested warrants became vested. 


Summary of Quarterly Results 


Years ended March 31 Qi Q2 Q3 Q4 
Jun 30 Sep 30 Dec 31 Mar 31 Year 
(in thousands of dollars, except per share amounts) $ $ $ $ $ 
2006 
Revenue — 8,287 11,173 13,044 13,662 46,166 
Net income from continuing operations 244 820 1,065 1,295 3,424 
Basic earnings per share from $0.01 $0.05 $0.06 $0.07 $0.19 
continuing operations 
Diluted earnings per share from $0.01 $0.04 $0.05 $0.06 $0.17 
continuing operations 
2005 
Revenue 6,308 11,020 11,056 10,372 36,756 
Net income 72 1,229 1,028 1,151 3,480 
Basic earnings per share $0.00 $0.07 $0.06 $0.07 $0.20 


Diluted earnings per share $0.00 $0.07 $0.05 $0.06 $0.18 


Historically, the second and third fiscal quarters had the highest levels of activity, 
corresponding to the seasonality of the installation of underground liquid storage 
systems in Canada. As expected, this seasonality has diminished as the Company 
expanded its product lines into new markets that have different seasonality or that 
are less influenced by the effect of weather in the timing of installation. Revenue in 
2006 was higher than 2005 in each quarter, setting new records for each of the four 


quarters 


Net income from discontinuing operations and earnings per share 


In 1999, the Company disposed of certain of its distribution and sales operations and 
recorded a loss on the disposal. Included in the recorded loss were estimated costs 
related to the disposition. In 2006, the Company recorded a recovery of some of the 
estimated costs of $361,000 net of a future tax expense of $42,000. Management 
determined during the fourth quarter of 2006 that the remaining costs were unlikely to 
be payable. The affect of these transactions increased basic earnings per share by $0.01 
and fully diluted earnings per share by $0.01. 
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Liquidity And Capital Resources 


The Company expects that cash flow from operations, current credit facilities and 
other potential capital resources will allow the implementation of growth programs, 
including development of new products and support of overall growth of operations, 
and other expected financial requirements. At March 31, 2006, the Company had 
available operating lines of credit of $10.2 million provided by a chartered bank that 


were utilized to the extent of $0.1 million. 


Effective April 1, 2005, the Company acquired 100% of the shares of Triple M for $2.0 
million. In the event that other acquisitions are identified that are in the best interests 
of the Company, and meet strategic objectives, cash may be raised through the issue of 


additional debt and shares. 


Working capital (current assets less current liabilities) increased by $3.0 million during 
the year to $15.9 million, as current assets increased by $1.8 million to $22.4 million at 
March 31, 2006, and current liabilities decreased by $1.2 million to $6.5 million. These 


increases reflect the profitable and elevated level of operations during the year. 


At March 31, 2006, accounts receivable increased by $1.4 million or 12.0% to $12.7 
million, inventories increased by $2.3 million or 32.3% to $9.4 million, accounts 
payable and accrued liabilities decreased by $0.7 million or 10.1% to $5.7 million, and 
income taxes payable decreased by $0.9 million to $0.5 million. Increases in accounts 
receivable and inventory reflect the additional business associated with the Triple M 
acquisition and the higher level of business activity in 2006. Accounts receivable at 
March 31, 2006 also included $0.3 million with respect to the insurance claim related 
to the Waverley plant fire. Income taxes payable decreased as income tax instalments 


were made during 2006 but were not required in 2005. 


The Company deals largely with major oil and gas companies in Canada, performs 
ongoing credit evaluations and maintains allowances for potential doubtful accounts. 
No one customer generally makes up more than 10% of revenue, but at a particular 
point in time, depending on the timing of sales, there may be higher proportionate 
exposure in accounts receivable. At March 31, 2006, two customers accounted for 23% 


(2005 — two customers, 22%) of accounts receivable. 


Shareholders’ equity increased to $28.4 million, as a result of net income ($3.7 million), 
share options and warrants exercised (net $2.1 million), and stock based compensation 
expense credited to contributed surplus ($0.2 million), less dividends paid ($1.4 


million), during the year. 


Cash Flows 


Beginning with the fourth quarter of fiscal 2006, the Company is using the indirect 
method for the Consolidated Statement of Cash Flows. The direct method of 


presentation was used in prior years. 


Summary of Cash Flows 

Years ended March 31 2006 2005 
(thousands of dollars) $ $ 
Operating activities 2,561 2,286 
Financing activities 778 (640) 
Investing activities (4,722) (2,143) 
Decrease in cash (1,383) (497) 
Cash, beginning of the year 1,383 1,880 
Cash, end of the year — 1,383 


Cash flows from operating activities increased slightly over last year In 2005 tax 
instalments were not required. In 2006, tax payments related to 2005 were made, as 
well as, the tax instalments for the current year. Consequently, income tax payable was 


reduced by $0.6 million. 


Cash from financing activities increased by $1.4 million, to $0.8 million this year from 
a net usage of $0.6 million in 2005. In 2006, dividends of $1.4 million were paid (2005 
- $1.1 million) and common shares were issued for cash of $2.1 million (2005 - $0.4 


million) upon the exercise of share options and warrants. 


In August 2005, the Toronto Stock Exchange (“TSX”) accepted notice of a normal 
course issuer bid (“2005 NCIB”) filed by the Company. For the twelve-month period 
commencing August 19, 2005 and ending August 18, 2006, the Company may purchase 
on the TSX up to a maximum of 899,210 common shares, being approximately 5% of 
the issued and outstanding common shares. The actual number and timing of any 
purchases will be determined by the Company, and the price for any such shares will 
be the market price at the time. The Company believes that, from time to time, its 
common shares have been trading at a price range which does not adequately reflect 
their value in relation to the assets, business and future prospects. No shares have been 


purchased pursuant to the 2005 NCIB. 
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Cash used in investing activities increased by $2.6 million, to a usage of $4.7 million 
this year from a usage of $2.1 million in 2005. The Company purchased 100% of 
the shares of Triple M for $2.0 million and property, plant and equipment additions 
amounted to $0.9 million (2005 — $0.5 million). The business assets of Durex were 
purchased for cash of $1.2 million in the first quarter of 2005. The Company incurred 
development costs of $0.8 million (2005 - $0.5 million), related to the development 
of lining materials and processes. Of these costs, $0.5 million were deferred as $0.4 
million were claimed as investment tax credits to reduce income taxes payable. Certain 
patents for the Parabeam product line were purchased during the third quarter for $0.4 


million. 


Contractual Obligations 


Payments Due by Fiscal Year 2007 2008-2009 2010-2014 Total 
$ $ $ $ 
Long-term debt = == a —_— ae 
License agreements Sl B25) — = 876 — 
Operating leases 549 O25) 785 2.259) 
Total contractual obligations 900 1,450 785 3,135 


The Company finances certain activities and requirements through license arrangements 
and operating leases. The above contract obligations exclude ongoing purchase 
commitments in the normal course of business; the Company has no long term purchase 


commitments relating to operations or capital expenditures. 


The Company has entered into long term license agreements which expire between 
October 2006 and December 2008. These agreements give the Company rights 
to manufacture and sell products in certain geographic areas utilizing the licensors’ 
technology. As described in the table above and note 8 to the Consolidated Financial 
Statements, the undiscounted minimum royalty payments under these license 


agreements amounted to $0.9 million at March 31, 2006. 


The Company leases certain of its premises, automotive and office equipment under 
long term operating lease arrangements. As described in the table above and note 8 
to the Consolidated Financial Statements, the undiscounted minimum lease payments 


amounted to $2.3 million at March 31, 2006. 


Government grants included in long term liabilities on the balance sheet relate to 
government assistance received in prior years with respect to the purchase of property, 
plant and equipment. The Company has no obligation to repay the amounts or other 


contractual commitments with respect to the grants. 


Off Balance Sheet Arrangements 


The Company has not entered into any off balance sheet arrangements. License 
agreements and operating leases are included in contractual obligations. The Company 


has no outstanding foreign exchange derivative arrangements in 2006 and 2005. 


Transactions With Related Parties 


The related party transactions are described in note 11 to the Consolidated Financial 
Statements. There are no ongoing contractual or other commitments resulting from 


these transactions. 


Fourth Quarter 


Historically, the first and fourth fiscal quarters have the lowest levels of activity, 
corresponding to the seasonality of the installation of underground liquid storage 
systems in Canada. As expected, this seasonality has diminished as the Company 
expanded its product lines into new markets that have different seasonality or that are 


less influenced by the effect of weather in the timing of installation. 


In the fourth quarter, revenue was a record $13.7 million this year, up by 31.7% from 
$10.4 million last year. Net income from continuing operations for the fourth quarter 
increased 12.5% to $1.3 million from $1.2 million for the quarter last year. Basic 
earnings per share from continuing operations was $0.07 in 2006 ( 2005 - $0.07) and 
diluted earnings per share from continuing operations remained level at $0.06 in 2006 
as compared to the $0.06 in 2005. Despite higher earnings in 2006, basic and fully 
diluted earnings per share remained the same as a result of the higher number of shares 


this year and the higher average share price over the past year. 


The increase in net income in the fourth quarter this year was largely due to the 
significantly higher revenue. Profitability as a percent of sales has been reduced as 
the increased sales from Triple M has a lower margin than the other tank business. 
Financing charges increased to $0.05 million from $0.02 million last year, as a result of 
the usage of the operating line of credit 

Cash flows from operating activities increased by $1.8 million, to $1.2 million of 
cash generated in operating activities from $0.6 million cash flows used in operating 


activities last year. This increase was due to the timing of cash collections and payments 


during the quarter, as a high portion of cash receipts from customers were realized 


from our very strong third quarter this year. 
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Outlook 


To realize its vision, the Company must maintain its position in the Canadian 
marketplace, and pursue growth opportunities in related products and markets. 
Domestic and international markets for the Company’s tank manufacturing and lining 
technologies have continued to develop by leveraging customer relationships and 
innovative industry leadership. Continued success in reducing manufacturing costs and 


improving production processes will further enhance future profitability. 


The Company’s Prezerver System and other product innovations have a high level 
of industry acceptance. Utilizing proven technology and manufacturing expertise, a 
number of new products, such as the Triple M fibreglass aboveground tanks, have been 
successfully expanded into the market. The Company’s product line has further been 
expanded in the past two years through the acquisitions of Durex and Triple M. 


A growing North American concern is the environmental and liability problems 
resulting from leaking steel tanks. The Company’s fibreglass home heating oil tanks 
offer a new level of security for home owners, insurance companies and lenders. ‘The 
Company’s objective remains unchanged, to attain a 15% market share over the next 


five years. 


Internationally, there is a very large and growing need for upgrading both underground 
and aboveground liquid storage tanks, driven by environmental legislation and industry 
standards requiring secondary containment for storage of hazardous liquids. ‘There are 
significant opportunities to establish ZCLs tank lining technologies as the preferred 
method of upgrading single wall tanks - the potential annual market in North America 
is estimated to be in excess of $300 million - and, at this time, there are no competitive 
alternative products in the marketplace. In conjunction with an alliance of major 
suppliers, the Company has developed and is testing new lining materials and processes 
that will provide superior quality and performance and inherently safe installation 
techniques. With the anticipated listing by ULC and UL, this new product is expected 


to add to revenue in the next fiscal period. 


Effective April 1, 2005, the Company completed the purchase of 100% of the shares 
of Triple M, a manufacturer of fibreglass aboveground and underground tanks, vessels, 
pipe and other custom environmental products, located in Edmonton, Alberta. Triple 
M’s specialized products and unique manufacturing expertise complement and enhance 


the Company’s production capability and product line. 


Effective May 7, 2004, the Company acquired the business assets of Durex, a steel 
aboveground tank manufacturer. Aboveground storage systems are a significant 
portion of both the upstream (production) and downstream (retail) tank markets. This 
acquisition allowed the Company to access the aboveground retail market which is 
served only by steel products. Tank manufacturing and lining operations were expanded, 
and a full line of products are offered to existing alliance customers as well as to new 


customers. 


The Company also has international opportunities for its technology and manufacturing 
expertise. A global strategy will be implemented by developing joint ventures with 
local partners. In the USA marketplace, the Company is moving forward with tank 


lining and home heating oil tanks. 


The Company is ina strong financial position and poised to grow both through internal 
expansion and acquisitions. While no further acquisitions are on the immediate 
horizon, a number of specific opportunities have been identified to complement the 


Company’s core business and expand into new markets. 


The Company’s target continues to be to grow revenue by 15% to 20% on an annual 
basis, with a corresponding increase in net income. With continued strength in primary 
markets, and growth of new products, the Company believes this target is an achievable 
goal. Future growth will largely come from aboveground markets, including home 
heating oil tanks and expanded products with the acquisitions of Durex and Triple 
M, and tank lining systems, along with moderate continued growth in traditional 
underground markets. Actual growth each year will vary depending on economic 
and other conditions in various market sectors, and the Company’s ongoing ability 
to deliver results and leverage its core competencies in technology, engineering and 


manufacturing. 


The Company looks to grow in Canada, the USA and internationally, by utilizing its 
strong domestic base, customer alliances and industry leadership. Major oil companies 
are establishing global programs relating to procurement and standardization of 
specifications for their liquid storage systems, including the upgrade of existing tanks 


that otherwise may require costly replacement. 
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Risks and Uncertainties 


In the normal course of business, the Company’s operations are influenced by a number 
of internal and external factors, exposed to risks and uncertainties that can materially 
and adversely affect its business, financial condition and operating results. In addition 
to the Risk and Uncertainties herein, the sections Critical Accounting Estimates and 
Financial and Other Instruments below, describe further risks and uncertainties related 


to the Company and its business. 


Operations and Business Environment 


The activities of the Company are subject to ongoing operational risks including 
the performance of key suppliers, product performance, proprietary technology and 
know-how, government and other industry regulations, successful integration of new 
acquisitions, dependence on key personnel, and reliance on information systems, all 
of which may affect the ability of the Company to meet its obligations. The ongoing 
ability to meet the needs of the marketplace is dependent on the development and 
introduction of new products and services. While management believes its innovation 
and technology make it a leader in the industry, revenue and results may be affected if 
products are not accepted in the marketplace, are not approved by regulatory authorities, 


or if products are not brought to market in a timely manner. 


ZCL is engaged in competitive markets, subject to global economic and_ political 
influences and the financial strength of its customers. ‘The Company is the leading 
manufacturer of fibreglass underground storage tanks in Canada, and its technology 
and products (high value-added complete liquid storage systems), operating structure, 
and professional customer service, differentiate it from its competitors. As a result of 
competition, demand for products could be reduced and revenue and margins may 
be adversely affected. ‘The primary market for ZCL’s products continues to be the 
Canadian petroleum industry; expanding into global markets, and other markets 
beyond the petroleum industry, will minimize the dependency on any particular 
industry or economic sector. If the Company cannot expand into global and other 


industry markets, the dependency on the Canadian petroleum industry will continue. 


A number of factors, many of which are outside the control of the Company, may cause 
significant fluctuations in quarterly or annual revenue and operating results. ‘These 
fluctuations may negatively impact the business and prospects and, in turn, increase the 
volatility of the share price. Results from prior periods are not necessarily indicative of 


results for future periods. 


Product Claims and Insurance 


The Company manufactures and sells products that have a direct impact on the 
environment. Product failures could result in warranty and liability claims and the 
loss of customers. Correcting such failures or paying for such claims could require 
significant capital resources and have an adverse effect on operating results. The 
Company maintains high quality standards at its production facilities, uses only 
reputable suppliers for raw materials and other products, and has an unblemished 
history of no liability nor warranty problems. ZCL also maintains insurance coverage 
for its assets and operations, including general liability, property, business interruption, 
boiler and machinery, automobile, directors and officers and other insurance. Each 
Prezerver liquid storage system carries a ten year, insurance backed warranty covering 
product replacement and $2 million of third party pollution protection. There is no 
guarantee that insurance will sufficiently cover all potential claims, or that adequate 
or any insurance can be obtained or maintained. Liability or claims may also arise that 
cannot be insured or management may choose not to insure due to high premiums or 
for other reasons. With respect to the insurance claim relating to the electrical fire 
at the Waverley, Nova Scotia premises, there is no assurance that the entire claim for 


damages will be paid in full by the insurer. 


Accounts Receivable and Credit Risk 


The Company carries a high level of accounts receivable. Credit is spread among 
many customers and the Company has not experienced accounts receivable collection 
problems in the past. However, there is no assurance accounts receivable will be paid 
on a timely basis. Credit risk is described below and in note 17 to the Consolidated 


Financial Statements. 


Debt Availability and Interest Rate Risk 


The Company requires ongoing working capital and financing to support operations 
and meet growth objectives. Operating lines of credit are available and are being 
utilized to a small extent throughout the year. While the Company has met all terms 
and covenants of these lending arrangements, there is no assurance that financing will 
continue to be available from this lender or alternative financial institutions on similar 
or any terms. In addition, the lines of credit bear interest at floating rates and when 


utilized, changes in interest rates would affect the amount of interest payable. 
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Foreign Exchange and Operations Risk 


The Company requires ongoing working capital and financing to support operations 
and meet growth objectives. Operating lines of credit are available and are being 


utilized to a small extent throughout the year. 


Disclosure Controls and Procedures 


The Company’s management, with the participation of the Chief Executive Officer 
(“CEO”) and Chief Financial Officer (“CFO”), has evaluated the effectiveness, as at 
March 31, 2006, of the Company’s disclosure controls and procedures (as defined in 
the Canadian Securities Administrators proposed revised Multilateral Instrument 52- 
109, Certification of Disclosure in Issuer’s Annual and Interim Filings). Based on 
this evaluation, the Company’s CEO and CFO have concluded that such disclosure 
controls and procedures are effective in providing reasonable assurance that material 
information relating to the Company is made known to management in a timely 


manner. 


Critical Accounting Estimates 


The Company’s financial statements have been prepared following Canadian generally 
accepted accounting principles (“GAAP”). The measurement of certain assets and 
liabilities is dependent upon future events whose outcome will not be fully known 
until future periods. Therefore the preparation of these financial statements requires 
management to make estimates and assumptions that affect the reported amounts of 
assets, liabilities, revenues and expenses. Such estimates and assumptions have been 
made using careful judgments, which in management’s opinion, are within reasonable 
limits of materiality and conform to the significant accounting policies summarized in 


the consolidated financial statements. Actual results may vary from those estimated. 


Property, Plant and Equipment, Deferred Costs, 
Intangible Assets and Goodwill 


Property, plant and equipment, deferred costs, and intangible assets with finite lives are 
recorded at cost less accumulated amortization. Goodwill and indefinite life intangible 
assets are recorded at cost. The unamortized balances, or carrying values, are regularly 
reviewed for recoverability or tested for impairment whenever events or circumstances 
indicate that these amounts exceed their fair values. The valuation of these assets 
is based on estimated future net cash flows, taking into account current and future 
industry and other conditions. An impairment loss would be recognized if the carrying 


value exceeds the fair value. 


The acquisitions of business assets are accounted for using the purchase method and the 
allocation of the purchase price relating to the purchases is completed in accordance with 
GAAP in Canada. ‘This allocation results in values being assigned to assets acquired 
based on expected future cash flows, and other methods, using estimates, assumptions 


and other information available at the time of acquisition. 


Amortization of property, plant and equipment, deferred costs, and intangible assets 
with finite lives is based on estimates of the useful lives of the assets. The useful lives are 
estimated, and a method of amortization is selected at the time the assets are initially 


acquired and then re-evaluated each reporting period. 


Judgment is required to determine whether events or circumstances warrant a revision 
to the remaining periods of amortization. The estimates of cash flows used to assess 
the potential impairment of these assets are subject to measurement uncertainty. No 
impairment loss or write down was required to be recognized in 2006 or 2005. A 
significant change in these estimates and judgments could result in a material change 


to amortization expense or impairment charges. 


Warranties 


The Company generally warrants its products for a period of one year after sale, and for 
up to thirty years for corrosion, if the products are properly installed and are used solely 
for storage of listed liquids. The Company’s complete storage systems marketed under 
the Prezerver trademark carry a ten year, insurance backed warranty covering product 


replacement and $2 million of third party pollution protection. The Prezerver warranty 
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is covered by insurance underwritten by a major international insurer. A number of 
component materials and parts are similarly warranted by their manufacturers, thereby 


reducing the Company’s exposure to warranty claims. 


The Company provides for warranties based on a review of products and warranties 
taking into account the collective experience and history of the Company as to warranty 
claims on its products and other related factors. The Company maintains high quality 
standards at its production facilities, uses only reputable suppliers for raw materials and 
other products, and has an unblemished history of no liability or warranty problems. 
There is no guarantee that insurance will sufficiently cover all potential claims, or that 
adequate or any insurance can be obtained or maintained. The actual costs of warranties 


may vary from those estimated, and the difference may be material. 


Allowance for Doubtful Accounts 


The Company carries a high level of accounts receivable on its balance sheet. Credit 
is spread among many customers and the Company has not experienced significant 
accounts receivable collection problems in the past. The Company performs ongoing 
credit evaluations and maintains allowances for doubtful accounts, based on the 
assessment of individual customer receivable balances, credit information, past 
collection history and the overall financial strength of customers. A change in these 
factors could impact the estimated allowance and the provision for bad debts recorded 
in the accounts. The actual collection of accounts receivable and the resulting bad debts 
may differ from the estimated allowance for doubtful accounts and the difference may 


be material. 


Future Income Tax Assets 


Future income tax assets are recognized for the benefits from tax losses and deductions 
when it is determined that it is more likely than not that the benefits will be realized. 
The Company considers such factors as the expected life of the losses, estimated future 
taxable income, and other characteristics and sources of realizing the benefits. A change 
in these factors could impact the estimated realization of the future income tax assets 


and the income tax expense of the Company. Tax losses of prior years have now been 


fully utilized as at March 31, 2006. 


Financial And Other Instruments 


The consolidated financial statements are reported in Canadian dollars, including the 
results of an integrated foreign subsidiary. Certain transactions, revenue and expenses 
are generated or incurred in other currencies, largely United States dollars and euros. 
The exchange rate risk, on an annual basis, primarily reflects the impact of fluctuating 


exchange rates on the net difference between revenue, expenses and other transactions 


in each of the currencies. 


Other 


Additional Information 


Additional information relating to the Company, including the Annual Information 


Form (AIF), is filed on SEDAR at www.sedar.com. 


Outstanding Share Data 


As at May 23, 2006, the following securities are outstanding Number outstanding: 
Common shares } 20,732,988 
Share options 812,067 
Warrants 1,067,142 
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Management's Report 


May 23, 2006 


The Annual Report, including the consolidated financial statements, is the responsi- 
bility of the management of the Company. ‘Ihe consolidated financial statements were 
prepared by management in accordance with accounting principles generally accepted in 
Canada. When alternative accounting methods exist, management has chosen those it 
considers most appropriate in the circumstances. The significant accounting policies used are 
described in note 1 to the consolidated financial statements. The integrity of the 
information presented in the financial statements, including estimates and judgments 
relating to matters not concluded by year end, is the responsibility of management. 
Financial information presented elsewhere in this Annual Report has been prepared by 


management and is consistent with the information in the consolidated financial statements. 


Management is responsible for the establishment and maintenance of systems of 
internal accounting and administrative controls which are designed to provide reasonable 
assurance that the financial information is accurate and reliable, and that the Company's 


assets are appropriately accounted for and adequately safeguarded. 


The Board of Directors is responsible for ensuring that management fulfills its 
responsibilities and for final approval of the annual consolidated financial statements. The 
Board appoints an Audit Committee consisting of unrelated, non-management directors 
that meets at least four times each year under a written mandate from the Board. The 
Audit Committee meets with management and with the independent auditors to satisty 
itself that they are properly discharging their responsibilities, reviews the consolidated 
financial statements and the Auditors’ Report, including the quality of the accounting 
principles and significant judgments applied, and examines other auditing and accounting 
matters. The Committee approves the terms of the engagement of the auditors, reviews 
the annual audit plan and the results of the audit, and recommends to the Board the firm 
of auditors to be appointed by the shareholders. 


The consolidated financial statements have been reviewed by the Audit Committee 
and approved by the Board of Directors of ZCL Composites Inc. The consolidated 
financial statements have been examined by the shareholders’ auditors, Ernst & Young LLP, 
Chartered Accountants. The Auditors’ Report outlines the nature of their examination 
and their opinion on the consolidated financial statements of the Company. The indepen- 
dent auditors have full and unrestricted access to the Audit Committee, with and without 


management being present. 


Venence G. Coté Bernard A. Lafferty 
President and Vice President Finance and 
Chief Executive Officer Chief Financial Officer 


Auditor’s Report 


To the Shareholders of 
ZCL Composites Inc. 


We have audited the consolidated balance sheets of ZCL Composites Inc. as at March 
31, 2006 and 2005 and the consolidated statements of retained earnings, income, and 
cash flows for the years then ended. These financial statements are the responsibility 
of the Company's management. Our responsibility is to express an opinion on these 


financial statements based on our audits. 


We conducted our audits in accordance with Canadian generally accepted auditing 
standards. ‘Those standards require that we plan and perform an audit to obtain 
reasonable assurance whether the financial statements are free of material misstatement. 
An audit includes examining, on a test basis, evidence supporting the amounts and 
disclosures in the financial statements. An audit also includes assessing the accounting 
principles used and significant estimates made by management, as well as evaluating 


the overall financial statement presentation. 


In our opinion, these consolidated financial statements present fairly, in all material 
respects, the financial position of the Company as at March 31, 2006 and 2005 and the 
results of its operations and its cash flows for the years then ended in accordance with 


Canadian generally accepted accounting principles. 


Edmonton, Canada Ernat id Se hp 


May 23,2006 — (June 15, 2006 as to note 19) Chartered Accountants 
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As at March 31 2006 2005 
(in thousands of dollars) $ $ 
ASSETS 
Current 
Cash — 1,383 
Accounts receivable 12,654 11,294 
Inventories [note 3] 9,422 7,120 
Prepaid expenses 310 548 
Future tax assets [ote 13] 48 250 
22,434 20,595 
Property, plant and equipment [note 4| 9,901 8,246 
Deferred costs [note 5] 1,165 707 
Intangible assets [nore 6] 1,066 1,085 
Goodwill 1,991 1,991 
36,557 32,624 
LIABILITIES AND SHAREHOLDERS' EQUITY 
Current 
Bank indebtedness [ore 7] 114 — 
Accounts payable and accrued liabilities 5,699 sie 
Income taxes payable 447 1,336 
Future tax liabilities [oze 13] 256 24 
6,516 7,697 
Government grants 143 Gil 
Future tax liabilities [ote 13] 1,467 947 
8,126 8,795 
Commitments and contingencies /no/e 8] 
Shareholders' equity 
Share capital [nore 9a] 21,397 LOD a. 
Contributed surplus [moze 9a] 348 171 
Retained earnings 6,686 4,381 
28,431 23,829 
36,557 32,624 


See accompanying notes 


On behalf of the Board: 


Venence G. Coté 


Director 


James S. Edwards 


Director 


A ped 


Consolidated Statements of Retained Earnings 


Years ended March 31 
(in thousands of dollars) 


Retained earnings, beginning of the year 
Net income for the year 
Dividends [note 96] 


Retained earnings, end of the year 


See accompanying notes 


2006 2005 
$ $ 
4,381 1,952 
3,743 3,480 
(1,438) (1,051) 
6,686 4,381 
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Years ended March 31 2006 2005 
(in thousands of dollars) $ $ 
Revenue 46,166 38,756 
Manufacturing and selling costs /notes10a and 11 i 36,876 29,669 
9,290 9,087 
Amortization [notes 4, 5 and 6] 1,497 1,758 
General and administration [note 10a] 2,255 23029 
Financing charges [note 12] 266 73 
Income before income taxes 5272 S227 
Income taxes [note 13] 
Current 1,504 te 9D, 
Future 344 555 
1,848 1,747 
Net income from continuing operations 3,424 3,480 
Net income from discontinued operations [note 14] 319 = 
Net income 3,743 3,480 
Basic earnings per share /note 15] 
Net income from continuing operations $0.19 $0.20 
Net income from discontinued operations $0.01 —— 
Net income $0.20 $0.20 
Diluted earnings per share /note 15] 
Net income from continuing operations $0.17 $0.18 
Net income from discontinued operations $0.01 oan 
Net income $0.18 $0.18 


See accompanying notes 


Consolidated Statements of Cash Flows 


Years ended March 31 2006 2005 
(in thousands of dollars) $ $ 


CASH FLOWS FROM OPERATING ACTIVITIES 


Net income 3,743 3,480 
Add items not affecting cash: 


Amortization expense 1,497 1,758 

Future tax expense 344 555 

Stock based compensation [note 10a] 195 107 

5,779 5,900 

Changes in non-cash working capital: 

Increase in accounts receivable (212) (4,931) 

Increase in inventories (1,193) (1,436) 

Decrease (increase) in prepaid expenses 246 (360) 

Decrease (increase) in accounts payable 

and accrued liabilities (1,494) 1,812 

Decrease (increase) in income tax payable (565) 1,301 

Cash flows from operating activities 2,561 2,286 


CASH FLOWS FROM FINANCING ACTIVITIES 


Issue of common shares /note 9a] 2,102 411 
Dividends [note 9b] (1,438) (1,051) 
Net advances of bank indebtedness 114 — 
Cash flows from (used in) financing activities 778 (640) 


CASH FLOWS FROM INVESTING ACTIVITIES 


Business acquisition, 


including bank indebtedness assumed [note 2] (2,597) (1,193) 
Purchase of property, plant and equipment (921) (432) 
Purchase of intangible assets (369) = 
Deferred development costs /note 5] (835) (518) 
Cash flows used in investing activities (4,722) (2,143) 
Decrease in cash (1,383) (497) 
Cash, beginning of the year 1,383 1,880 
Cash, end of the year = 1,383 


See accompanying notes 
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March 31, 2006 and 2005 


1. Significant Accounting Policies 


ZCL Composites Inc. (the “Company”) manufactures and distributes liquid storage systems, including fiberglass underground and 


aboveground storage tanks and related products and accessories. 
Generally accepted accounting principles 


The Company’s financial statements have been prepared following Canadian generally accepted accounting principles. The 
measurement of certain assets and liabilities is dependent upon future events whose outcome will not be fully known until future 
periods. Therefore the preparation of these financial statements requires management to make estimates and assumptions that affect 


the reported amounts of assets, liabilities, revenues and expenses. Actual results may vary from those estimated. 


In particular, the amounts recorded for amortization of property, plant and equipment, deferred costs and intangible assets are 

based on estimates of the remaining useful lives of such assets. Furthermore, the provision for warranty claims are based on past 
experience and the most currently available information regarding warranty costs. These estimates and those related to the cash flows 
used to assess the potential impairment of property, plant and equipment, deferred costs, intangible assets, and goodwill are subject 

to measurement uncertainty and the impact on the financial statements of future periods could be material. Such estimates and 
assumptions have been made using careful judgments, which in management's opinion, are within reasonable limits of materiality and 


conform to the significant accounting policies summarized below. 
Basis of presentation 


The consolidated financial statements include the accounts of ZCL Composites Inc. and its wholly-owned subsidiary companies, 
Triple M Fiberglass Mfg. Ltd. and Parabeam Industries BV (Netherlands). These statements also include the accounts of LeGay 
Fiberglass (1993) Limited and Mocoat Services Incorporated, which were wholly-owned subsidiaries prior to amalgamation with 
ZCL Composites Inc. on April 1, 2005. All significant intercompany transactions and balances have been eliminated in the 


preparation of these consolidated financial statements. 
Inventories 
Raw materials are valued at the lower of cost, determined on an average cost basis, and replacement cost. Work in 


progress and finished goods are valued at the lower of manufacturing cost and net realizable value on a specific item basis. 


Manufacturing cost includes the cost of raw material, direct labour costs, and applicable production overheads. 


March 31, 2006 and 2005 


1. Significant Accounting Policies (continued) 
Property, plant and equipment 


Property, plant and equipment are recorded at cost less accumulated amortization. Amortization is computed using the declining 


balance method at the following annual rates: 


Buildings 4% 
Land improvements 10% 
Manufacturing equipment 10% 
Office equipment 20% 
Automotive equipment 30% 


Amortization of leasehold improvements is computed using the straight-line method over the term of the lease. 
Deferred development costs 


Research and development costs are expensed as incurred. Certain development costs are deferred when criteria established by 
the Canadian Institute of Chartered Accountants with respect to development costs are met, and amortized over future periods 


commencing with commercial production of the product or process. 


Deferred development costs are amortized on a straight-line basis over the estimated expected life of the related products subject to a 


maximum period of five years. 


Unamortized deferred development costs are regularly reviewed for recoverability, based on projections of future revenues less 
relevant costs. The unamortized amount is written-off when the criteria for deferral are no longer met or written-down when the 


unamortized balance exceeds the amounts of deferred costs that can be reasonably regarded as recoverable. 


Deferred start-up and finance costs 


Deferred start-up and finance costs are recorded at cost less accumulated amortization. Amortization is computed using the straight- 


line method over the following periods: 


Deferred start-up costs 5 years 


Deferred finance costs term of loan agreements 


Deferred finance costs were amortized over periods ranging from three to five years. 
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March 31, 2006 and 2005 


1. Significant Accounting Policies (continued) 


Intangible assets 


Intangible assets with finite lives are recorded at cost less accumulated amortization. Amortization is computed using the straight-line 


method over the following periods: 


Licenses term of licensing agreements 

Non-patented technology estimated expected life of related products 
Non-contractual customer relationships estimated expected minimum length of relationships 
Patents term of patent life 

Customer order backlog estimated expected life of backlog 


Licenses are amortized over periods ranging from eight to twenty years, non-patented technology over five years, non-contractual 


customer relationships over three years, patents over ten years, and customer order backlog over six months. 

Product certification and safety marks are indefinite life intangible assets recorded at cost and are not amortized. 

Impairment of long-lived assets 

Long-lived assets of the Company include property, plant and equipment, deferred start-up costs and intangible assets. These assets 
are tested for recoverability whenever events or changes in circumstances indicate that their carrying amount may not be recoverable. 


An impairment loss is then recognized when the carrying amounts exceed their fair value. 


During the years, there were no events or changes in circumstances which indicated that the carrying amounts of long-lived assets 


may not be recoverable and no impairment loss was recognized. 
Goodwill 


Goodwill is recorded at cost. The carrying value is tested for impairment annually and when events or circumstances occur that 
would indicate that this amount may be impaired. An impairment loss would be recognized if the carrying value exceeds the fair 


value. 


March 31, 2006 and 2005 


1. Significant Accounting Policies (continued) 


Warranties 


The Company generally warrants its products for a period of one year after sale, and for up to thirty years for corrosion, if the 
products are properly installed and are used solely for storage of listed liquids. The Company's complete storage systems marketed 
under the Prezerver trademark carry a ten-year, insurance backed warranty covering product replacement and $2 million of third-party 
pollution protection. The Prezerver warranty is covered by insurance underwritten by a major international insurer. A number of 
component materials and parts are similarly warranted by their manufacturers, thereby reducing the Company’s exposure to warranty 


claims. 


The Company provides for warranties based on a review of products and warranties taking into account the collective experience and 


history of the Company as to warranty claims on its products. 
Government grants 


Government grants relating to property, plant and equipment are recorded as a deferred credit and are being amortized on the same 


basis as the property, plant and equipment to which they relate. 
Derivative financial instruments 


Derivative financial instrurnents are used by the Company to manage a portion of its exposure to foreign exchange rate fluctuations. 


The Company’s policy is not to utilize derivative financial instruments for trading or speculative purposes. 


The Company at times enters into foreign currency forward contracts, options and collars to pay for certain raw materials 
denominated in euros, provided by a foreign subsidiary. These derivative contracts, not accounted for as hedges, are marked to market, 
and any changes in the market value are recorded in income or expense when the changes occur. The fair value of these instruments 


is recorded as accounts receivable or payable. 


Foreign currency translation 


Transactions denominated in a foreign currency and financial statements of an integrated foreign subsidiary included in the 
consolidated financial statements are translated as follows: monetary items at the rate of exchange in effect at the balance sheet dates; 
non-monetary items at historical exchange rates; revenue and expense items at average exchange rates that produce substantially the 
same amounts that would have resulted had the transactions been translated on the dates they occurred; and amortization of assets at 


the same historical exchange rates as the assets to which they relate. Any resulting exchange gains or losses are included in income in 


the period incurred. 


ZCL Composites Inc. Annual Report 2006 49 


Notes to Consolidated Financial Statements continued 


50 


March 31, 2006 and 2005 


1. Significant Accounting Policies (continued) 
Revenue recognition 


Revenue is recorded upon change of ownership, which normally occurs at the time of shipment of the product. In circumstances 
where the customer chooses to temporarily store goods on the Company’s premises, revenue is recognized upon manufacturing 


completion. 
Stock-based compensation 


Direct awards of shares to employees and non-employees are accounted for in accordance with the fair value method of accounting 
for stock-based compensation. Effective April 1, 2003, the Company adopted the fair value method of accounting for share options 
granted and warrants transferred to employees and directors. The fair value of share options and warrants at the date of grant or 
transfer is determined using an option pricing model and compensation expense is recognized over the vesting period of the share 


options and warrants. 


As permitted under the recommendations of the Canadian Institute of Chartered Accountants, this change was applied prospectively 
for new awards granted or modified on or after April 1, 2003. Pro-forma net income and earnings per share are disclosed for share 
options granted and warrants transferred in fiscal 2003 using the fair value method. For periods prior to April 1, 2002, the Company 


recognized no compensation expense when shares or share options were issued to employees and directors. 
The Company’s stock-based compensation, consisting of a share option plan and warrants, is more fully described in notes 9 and 10. 
Income taxes 


The Company uses the liability method to account for income taxes. Under this method, future income tax assets and liabilities are 
determined based on differences between financial reporting and tax bases of assets and liabilities, and measured using the substan- 


tively enacted tax rates and laws that will be in effect when the differences are expected to reverse. 
Earnings per share 


Basic earnings per share is computed based on the weighted average number of common shares outstanding during the year. Diluted 
earnings per share is computed using the treasury stock method, which assumes that the cash that would be received on the exercise 
of options, warrants and the convertible debenture is applied to purchase shares at the average price during the period and that the 
difference between the shares issued upon their exercise and the number of shares obtainable under this computation, on a weighted 
average basis, is added to the number of shares outstanding. Anti-dilutive amounts are not considered in computing diluted earnings 


per share. 


March 31, 2006 and 2005 


2. Business Acquisitions 
(a) 2006 


Effective April 1, 2005, the Company acquired 100% of the shares of Triple M Fiberglass Mfg. Ltd. (“Triple M”), located in 
Edmonton, Alberta. Triple M manufactures fiberglass underground and aboveground tanks, vessels, pipe and other custom 
environmental products. 


The acquisition was accounted for using the purchase method and the consolidated financial statements include the results of 
operations from April 1, 2005. Cash consideration for the purchase was $2,000,000, including acquisition costs. The fair value of the 


net assets acquired and liabilities assumed was as follows: 


(in thousands of dollars) $ 
Bank indebtedness (597) 
Non-cash working capital 1,330 
Property, plant and equipment 1,720 
Non-contractual customer relationships 75 
Customer order backlog 20 
Product certification and safety marks 20 
Future tax liabilties (568) 
Net assets acquired 2,000 
(b) 2005 


Effective May 7, 2004, the Company acquired the business assets of Durex Steel & Alloy Industries Ltd. (“Durex”), located in 


Edmonton, Alberta. Durex manufactures steel aboveground storage tanks. 


The acquisition was accounted for using the purchase method and the consolidated financial statements include the results of 
operations from May 7, 2004. Cash consideration for the purchase was $1,193,000, including acquisition costs. The fair value of 


assets acquired was as follows: 


2005 

(in thousands of dollars) $ 
Inventories 128 
Property, plant and equipment 800 
Non-contractual customer relationships 50 
Product certification and safety marks 150 
Goodwill 65 

1,193 


Of the amount of goodwill, 75% is deductible for income tax purposes. 
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March 31, 2006 and 2005 


3. Inventories 


2006 2005 
(in thousands of dollars) $ $ 
Raw materials 5,064 4,034 
Work in progress 891 385 
Finished goods 3,467 2,701 

9,422 7,120 


4. Property, Plant and Equipment 


2006 2005 
Accumulated Accumulated 
Cost amortization Cost amortization 
(in thousands of dollars) $ $ 
Land 293 — 293 — 
Buildings 2,900 1,024 2,896 946 
Leasehold and land improvements 491 131 311 108 
Manufacturing equipment 13,529 6,863 UAL Sis 6,142 
Office equipment 1,779 1,163 Loy) 1,029 
Automotive equipment 225 135 165 105 
19,217 9,316 16,576 8,330 
Net book value 9,901 8,246 


Amortization expense includes $986,000 (2005 - $800,000) for the amortization of property, plant and equipment and a $9,000 


reduction (2005 - $9,000 reduction) for the amortization of government grants. 


March 31, 2006 and 2005 


5. Deferred Costs 
2006 2005 
Accumulated Accumulated 

Cost amortization Cost amortization 
(in thousands of dollars) $ $ $ $ 
Deferred development costs 3,824 2,659 3,349 2,642 
Deferred start-up costs 707 707 707 707 
Deferred finance costs 213 213 213 218 

4,744 3,579 4,269 3,562 
Net book value 1,165 707 


Deferred development costs include $475,000 (2005 - $518,000) incurred during the year which is net of scientific research and 
development tax credits received and receivable of $360,000. Included in deferred development costs are development projects in 
process of $1,165,000 which were not amortized during the year. The total amount of research and development charged to expense 


for the year is not separately identifiable, as such costs are only tracked for development projects that are deferred. 


Amortization expense includes $17,000 (2005 - $528,000) for the amortization of deferred development costs. During 2006 and 


2005, $nil was recorded in amortization expense for deferred start-up costs and deferred finance costs. 


6. Intangible Assets 
2006 2005 
Accumulated Accumulated 
Cost amortization Cost amortization 
(in thousands of dollars) $ $ $ $ 
Intangible assets subject to amortization: 
Licenses 521 466 52 431 
Non-patented technology 1,944 1,523 1,944 1,134 
Non-contractual customer relationships 125 59 50 15 
Patents 369 15 — =— 
Customer order backlog 20 20 — _ 
2.979 2,083 2,515 1,580 
Intangible assets not subject 
to amortization: 
Product certification and safety marks __ 170 — 150 _ 
3,149 2,083 2,665 1,580 
Net book value 1,066 1,085 


Amortization expense includes $35,000 (2005 - $35,000) for the amortization of licenses, $389,000 (2005 - $389,000) for non- 
patented technology, $44,000 (2005 - $15,000) for non-contractual customer relationships, $15,000 (2005 - $nil) for patents, and 


$20,000 (2005 - $nil) for customer backlog. 
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March 31, 2006 and 2005 


7. Bank Indebtedness 

The Company has operating lines of credit of $10,250,000 provided by a chartered bank. These lines of credit are payable on demand 
and bear interest at prime rate plus 0.25% (5.75%; 2005 — 4.50%). The operating lines of credit contain certain restrictive covenants 
including the maintenance of certain financial ratios and limitations on capital expenditures and additional debt. The Company was 
in compliance with all covenants at March 31, 2006 and 2005. The Company has pledged as collateral a general security agreement, 
guarantees of subsidiaries, and a pledge of inventory under section 427 of the Bank Act. 

8. Commitments and Contingencies 

(a) Commitments 


License agreements 


The Company has license agreements which expire between October 2006 and December 2008. The agreements give the Company 


exclusive rights to manufacture and sell products in certain geographic areas utilizing the licensors’ technology. 


These license agreements provide for the payment of royalties based on revenues from related products during the license terms. 


Aggregate minimum royalty payments under these license agreements are as follows: 


(in thousands of dollars) $ 
2007 351 
2008 300 
2009 225 

876 
Operating leases 


The minimum annual rentals under the terms of operating leases for premises and automotive and office equipment are as follows: 


(in thousands of dollars) $ 
2007 549 
2008 494 
2009 431 
2010 406 
2011 224 
Thereafter ey 155 

eer 2,259 


March 31, 2006 and 2005 


8. Commitments and Contingencies (continued) 

(b) Contingencies 

In the normal conduct of operations, various legal claims or actions are pending against the Company in connection with its products 
and/or other commercial matters. The Company carries liability insurance, subject to certain deductibles and policy limits, against 
such claims. Based on advice and information provided by legal counsel, management believes that no provision for these matters 

is required and that their ultimate resolution will not have a material adverse effect on the financial position of the Company or 


its operations. The amount of loss, if any, incurred upon resolution of these matters will be recorded in the period in which the 


uncertainty regarding the matter is resolved and that amount of the loss can be reasonably estimated. 


9. Share Capital and Contributed Surplus 
(a) Share capital and contributed surplus 


Authorized 


Unlimited number of common shares with no par or stated value 


Issued and outstanding 


Share Capital Contributed Surplus 
20060 2005 2006 2005 
Shares _ oa hareh ee, a ats r 

(in thousands of dollars) iat $ Pee $ $ $ 
Balance, beginning of the year 17,943,919 19,277 17,511,320 18,853 171 77 
Share options exercised for cash 420,333 435 194,266 185 — == 
Warrants exercised for cash 1,754,701 1,667 238,333 239 — — 
Reclassification of fair value of 

stock options and warrants 

previously expensed a 18 = ead (18) (13) 
Stock-based compensation expense eo are SR a oe et Ae 195 107 
Balance, end of the year 20,118,953 21,397 17,943,919 19,277 348 alail 


At the Annual General and Special Meeting of Shareholders on August 18, 2003, the shareholders approved the reduction of the 
stated capital of the Company. Accordingly, in 2003, contributed surplus was reduced by $745,000, share capital by $8,298,000 and 


accumulated deficit by $9,043,000. 


During the year, the amount credited to share capital related to options and warrants exercised included $4,000 for options and 
’ 


$14,000 for warrants in respect of compensation expense previously included in contributed surplus (2005 - $13,000 for warrants). 
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March 31, 2006 and 2005 


9, Share Capital and Contributed Surplus (continued) 
(b) Dividends 


During the year, dividends in the amount of $1,438,000 ($0.08 per common share for all shareholders of record on August 4, 2005) 
were paid. In 2005, dividends in the amount of $1,051,000 ($0.06 per common share for all shareholders of record on July 14, 2004) 


were paid. 
(c) Share options 


Under the Company’s share option plan, options to purchase common shares may be granted by the Board of Directors to directors, 
officers, employees, and persons who provide management or consulting services to the Company. The plan has no cash or equity 
settlement features. As part of a private placement in September 2002, the Company agreed that the maximum term of options 
would be no greater than five years, the exercise price would not be less than the price received by the Company upon the completion 
of the most recent offering of common shares, the total number of options would be no more than 10% of the issued and outstanding 


common shares, and the options would vest one-third per year, commencing on the first anniversary of the date the option is granted. 


The shareholders authorized the number of options under the plan at 1,500,000 common shares. As part of the approval of the issue 
of the common shares under the employee recognition program in 2004, the Toronto Stock Exchange required that the number of 


options under the plan be reduced by 16,400, which was the number of common shares issued. 


The Company has issued 812,067 (2005 — 1,160,734) of these options, which expire on dates between September 2007 and 
November 2010. The following table presents the changes during the years and the options outstanding: 


2006 2005 
Weighted Average Weighted Average 
Shares Exercise Price Shares __ Exercise Price 
# $ # $ 
Balance, beginning of the year 1,160,734 1.07 1,145,000 0.97 
Granted 100,000 2.90 260,000 1.40 
Exercised (420,333) 1.04 (194,266) 0.95 
Expired (28,334) 11 2)9/ (50,000) 0.95 
Balance, end of the year 812,067 1.31 1,160,734 1.07 


March 31, 2006 and 2005 


9. Share Capital and Contributed Surplus (continued) 


2006 
Options Outstanding Options Exercisable 
Weighted Average Weighted 
Remaining Average 
Exercise Contractual Exercise 
Price Shares Life in Years Shares Price 
$ # # $ 
0.95 490,400 1.62 448,733 0.95 
1.40 221,667 3.15 68,333 1.40 
2.90 100,000 4.67 _ — 
0.95 — 2.90 812,067 2.43 517,066 1.01 
2005 
Options Outstanding Options Exercisable 
Weighted Average Weighted 
Remaining Average 
Exercise Contractual Exercise 
Price Shares Life in Years Shares Price 
$ # # $ 
0.95 830,734 2.62 562,156 0.95 
sD) 70,000 0.93 70,000 WSIS 
1.40 260,000 4.15 — 
0.95 — 1.40 1,160,734 2.86 632,156 0.99 
(d) Warrants 


As part of a private placement in September 2002, the Company issued 3,684,211 Performance Warrants (“Warrant”). One-half of 
these Warrants were segregated, and approved by the shareholders at the Annual General and Special Meeting of Shareholders on 


August 18, 2003, for transfer to senior management of the Company. Each Warrant entitles the holder to subscribe for one common 


share at a price of $0.95 for a period of up to five years subject to a performance vesting provision. The Warrants vest at one-third 


intervals upon the weighted-average trading price of common shares reaching thresholds, for a period of twenty trading days, of $1.90, 
$2.85 and $3.80 per common share, of which the first two were reached during the 2005 fiscal year. Subsequent to the 2006 year end, 


the third vesting threshold was reached and the remaining 1,228,070 unvested warrants vested. 
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9. Share Capital and Contributed Surplus (continued) 


2006 2005 
Warrants Exercise Price Warrants Exercise Price 
# $ # $ 
Balance, beginning of the year 3,445,878 0.95 3,684,211 OOS 
Exercised (1,754,701) 0.95 (238,333) 0.95 
Expired (10,000) 0.95 — — 
Balance, end of the year 1,681,177 0.95 3,445,878 0.95 


10. Stock Based Compensation 


The Black-Scholes model, used by the Company to calculate the values of options and warrants, as well as other currently accepted 
option valuation models, were developed to estimate the fair value of freely tradeable, fully transferable options and warrants without 
vesting restrictions. Such options and warrants differ significantly from the share options granted and warrants transferred by the 
Company. These models require subjective assumptions, including future share price volatility and expected time until exercise, which 
affect the calculated values. Accordingly, management believes that these models do not necessarily provide a reliable single measure 


of the fair values of the share options granted and warrants transferred by the Company. 
(a) Share options granted and warrants transferred on or after April 1, 2003 


The Company uses the fair value method of accounting for all share options granted and warrants transferred to employees on or after 
April 1, 2003. During the year, the Company granted 100,000 share options with exercise prices at the market share price on the 
grant date (2005 — granted 260,000 options with exercise prices at the market price on the grant date), and transferred to employees 
137,106 warrants with exercise prices below the market price on the transfer date (2005 — transferred 230,000 warrants with exercise 
prices below the market price on the transfer date). Stock-based compensation expense of $195,000 (2005 - $98,000) was recorded in 


manufacturing and selling costs in the statements of income. 


March 31, 2006 and 2005 


10. Stock-Based Compensation (continued) 


The following estimated fair values of these share options and warrants were determined, at the date of the grants or transfers, using 


the Black-Scholes option pricing model with the following weighted-average assumptions: 


Share Options Warrants 
Granted in Transferred Transferred 
Excess of Granted at in Excess of Below 
Market Market Market Market 
Weighted-average fair value $0.29 $0.74 $0.18 1.02 
Risk-free interest rate (%) 3.89 3.83 4.37 3.45 
Expected hold period to exercise (years) 4.0 4.0 4.5 3.0 
Volatility in the price of the Company’ shares (%) 60.8 53.5 60.5 53.1 
Dividend yield (%) 0.00 0.69 0.00 0.92 


During 2004, 75,000 share options were issued to a non-employee as consideration for consulting services. In accordance with the 
fair value method of accounting for stock-based compensation for non-employees, $nil (2005 — $9,000) was recorded as general and 


administrative expense in the consolidated statements of income. 
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10. Stock-Based Compensation (continued) 
(b) Share options granted and warrants transferred in fiscal 2003 


The fair value of share options granted and warrants transferred in fiscal 2003, all of which were granted or transferred with exercise 
prices in excess of the market share price on the grant or transfer date, were determined, at the date of grants or transfers, using the 
Black-Scholes option pricing model. The following table provides the required pro-forma measures of net income and earnings per 
share had compensation expense been recognized based on the fair value, as at the date of the grant or transfer, of the options granted 


and warrants transferred to employees in 2003, in accordance with the fair value method of accounting for stock-based compensation: 


2006 2005 
(in thousands of dollars) $ $ 
Net income 3,743 3,480 
Stock-based compensation expense 210 207 
Pro-forma net income 3,533 273 
Earnings per share: 
Reported basic earnings per share 0.20 0.20 
Compensation expense per share 0.01 0.01 
Pro-forma basic earnings per share 0.19 0.19 
Reported diluted earnings per share 0.18 0.18 
Compensation expense per share 0.01 0.01 
Pro-forma diluted earnings per share 0.17 0.17 


The estimated fair values of these options and warrants were determined using the following weighted-average assumptions: 


Share Options Warrants 


Weighted-average fair value $0.37 $0.38 
Risk-free interest rate (%) 4.0 4.0 
Expected hold period to exercise (years) 4.0 5.0 
Volatility in the price of the Company’s shares (%) 61.6 56.2 
Dividend yield (%) 0.0 0.0 


11. Related Party Transactions 


Trucking services of $421,000 (2005 - $379,000), included in manufacturing and selling costs in the consolidated statements 

of income, were provided by a corporation controlled by a director of the Company. Accounts payable and accrued liabilities at 
March 31, 2006 included $16,500 (2005 - $6,000) owing to the corporation. Normal commercial rates were paid for these services. 
Accounts receivable at March 31, 2006 included $71,000 owing (2005 — $ nil) from this same corporation for damage claims incurred 


on various shipments. 


60 


March 31, 2006 and 2005 


12. Financing Charges 
2006 2005 
(in thousands of dollars) $ $ 
Interest, short-term 163 51 
Foreign exchange losses 103 22 
266 qs 
13. Income Taxes 
The Company's effective income tax expense has been determined as follows: 
2006 2005 
(in thousands of dollars) $ $ 
Statutory federal and provincial taxes 1,766 1,700 
Increase (decrease) in income taxes resulting from: 
Impact of changes in tax rates (91) (1) 
Non-deductible expenses and other items 173 116 
‘Tax benefit of losses not previously recognized —_— (68) 
1,848 1,747 
Significant components of the Company’s future tax assets and liabilities are as follows: 
2006 2005 
(in thousands of dollars) $ $ 
Future tax assets 
Loss carryforwards = 288 
Share issue costs 34 72 
Tax basis of development costs in excess of carrying values 458 507 
Other 58 120 
550 987 
2006 2005 
(in thousands of dollars) $ $ 
Future tax liabilities 
Carrying value of property, plant and equipment 
and intangible assets in excess of tax basis 2,097 1,601 
Other 128 107 
D225 1,708 
(1,675) (721) 


a — —— 
Represented by: 


Future tax assets - current 48 250 
Future tax liabilities - current (256) (24) 
Future tax liabilities - long-term _ (1,467) (947) 

(1,675) (721) 


ne 


ZCL Composites Inc. Annual Report 2006 6 1 


Notes to Consolidated Financial Statements continued 


March 31, 2006 and 2005 


14. Discontinued Operations 


In 1999, the Company disposed of certain of its distribution and sales operations and recorded a loss on the disposal. Included in 
the recorded loss were estimated costs related to the disposition. In 2006, the Company recorded a recovery of some of the estimated 
costs of $361,000 net of a future tax expense of $42,000. Management determined during the fourth quarter of 2006 that the 


remaining costs were unlikely to be payable. 


15. Earnings Per Share 


The following table sets forth the net income available to common shareholders and weighted-average number of common shares 


outstanding for the computation of basic and diluted earnings per share: 


2006 2005 

(in thousands of dollars) $ $ 
Numerator: 
Net income from continuing operations 3,424 3,480 
Net income from discontinued operations 319 — 
Net income 3,743 3,480 
Denominator: 
Weighted-average shares outstanding - basic 18,334,670 17,686,512 
Effect of dilutive securities 

Share options 681,832 597,894 

Warrants 1,412,081 Dsl 
Weighted-average shares outstanding - diluted 20,428,583 19,281,943 
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15. Earnings Per Share (continued) 
In both 2006 and 2005, certain of the warrants were not included in the calculation of diluted shares as the market price was below 
the performance vesting thresholds. Subsequent to the year end, the final performance vesting threshold relating to warrants was met. 


Had this vesting occurred during 2006, diluted earnings per share on net income from continuing operations would be $0.17 and 


diluted earnings per share from net income would be $0.18. 


16. Statements of Cash Flows 


Supplementary disclosures required in respect of the Statement of Cash Flows are as follows: 


2006 2005 

$ $ 
Interest paid (163) (69) 
Income taxes recovered (paid) (2,393) 17 


17. Financial Instruments and Risk Management 
Financial instruments 


The fair value of accounts receivable, accounts payable and income taxes payable approximate their carrying values, due to the 


relatively short periods to maturity of these instruments. 


Foreign currency risk management 


The consolidated financial statements are reported in Canadian dollars, including the results of an integrated foreign subsidiary. 
Certain transactions, revenue and expenses are generated or incurred in other currencies, largely United States dollars and euros. 
The exchange rate risk, on an annual basis, primarily reflects the impact of fluctuating exchange rates on the net difference between 
revenue, expenses and other transactions in each of the currencies. Substantially all business activities are currently carried out in 


Canada, but it is anticipated that this will be a continuing risk in the future as the Company continues to expand into global markets. 


Interest rate risk management 


Available lines of credit are being utilized by the Company as required throughout the year. The lines of credit bear interest at 


floating rates and changes in interest rates would affect the amount of interest expense. 
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17. Financial Instruments and Risk Management (continued) 
Credit risk management 


The maximum exposure to credit risk is represented by the carrying amount of the accounts receivable. The credit risk related to 
accounts receivable results from the possibility of customers defaulting on payment of these accounts. The Company deals largely 
with major oil and gas companies in Canada, and performs ongoing credit evaluations and maintains allowances for potential doubtful 
accounts. No one customer generally makes up more than 10% of revenue, but at a particular point in time, depending on the timing 
of sales, there may be higher proportionate exposure in accounts receivable. At March 31, 2006, two customers accounted for 23% 


(2005 — two customer, 22%) of accounts receivable. 


18. Segmented Information 


Operating segments are defined as components of the Company for which separate financial information is available that is evaluated 
regularly by the chief operating decision maker in allocating resources and assessing performance. The chief operating decision maker 


of the Company is the Chief Executive Officer. 


The Company operates in two reportable segments namely liquid containment storage systems, including fiberglass underground 
and aboveground storage tanks and related products and accessories, and home heating oil tanks. In addition to the above-noted 
operating segments, corporate administration and other operating segments reported to the Chief Executive Officer and are included 
in the “All Other” reportable segment. Revenue for All Other is derived from the sale of finished three-dimensional fabric materials 


from the Company's Parabeam operations in the Netherlands. 


March 31, 2006 and 2005 


18. Segmented Information (continued) 


Segmented information is summarized as follows: 


2006 
Liquid Home Inter- 
Containment Heating Segment 

Storage Oil Tanks All Other Adjustments Total 
(in thousands of dollars) $ $ $ $ $ 
Revenue 42,321 507 3,854 (1,526) 46,166 
Inter-segment revenue — — (1,526) 1,526 = 
External revenue 42,321 1,517 2,328 _— 46,166 
Corporate administration expenses —_ — 2,255 —_ 25255) 
Interest expense —_ — 163 — 163 
Amortization expense 1,323 97 77 _ 1,497 
Income before income taxes 8,194 (961) (1,921) (40) 5,272 
Acquisition of property plant i ‘ 

and equipment 859 52 10 — 921 
Goodwill 1,991 — — — 1,991 
Total assets 32,968 2,879 1,020 (310) 36,557 
2005 
Liquid Home _ Inter- 
Containment Heating Segment 

Storage Oil Tanks All Other Adjustments Total 
(in thousands of dollars) $ $ $ $ $ 
Revenue 35,201 1729. See) (1,893) 38,756 
Inter-segment revenue = = (1,893) 1,893 a 
External revenue 35,201 1729 1,826 — 38,756 
Corporate administration expenses —_ = 2,029 — 2,029 
Interest expense r= ae 51 a 51 
Amortization expense 1,568 108 82 a 1,758 
Income before income taxes _ , Felod (266) (1,664) - a 5,227 
Acquisition of property plan 

and equipment 290 138 4 a 432 

Goodwill 1,991 == == = 1,991 
Total assets 28,687 __ 3,368 839 (270) 32,624 
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18. Segmented Information (continued) 


Information about geographic areas 


Property, plant 
and equipment 
Revenues and goodwill 
2006 2005 2006 2005 
(in thousands of dollars) $ $ $ $ 
Canada 43,838 36,930 11,225 9,504 
Foreign countries 2,328 1,826 667 733 
46,166 38,756 11,892 10,237 


Revenue is attributed to the geographic area based on location of the Company's operations. No revenue attributed to any individual 


foreign country is material. The property, plant and equipment relating to foreign countries are located in The Netherlands. 
Information about major customers 

The Company has long-term contracts and alliance arrangements with many of the major oil and gas customers in Canada. 
Approximately 11% of revenues relate to one customer and are recorded in the Liquid Containment Storage 

segment (2005 - approximately 10% of revenues relate to one customer recorded in Liquid Containment Storage). 

19. Subsequent Event 

Subsequent to year end, the Company announced a dividend on common shares in the amount of $0.10 per common share for 
shareholders of record June 26, 2006 to be paid on August 4, 2006. 


20. Comparative Figures 


The comparative consolidated financial statements have been reclassified from statements previously presented to conform to the 


presentation of the current year consolidated financial statements. 


The Statement of Cash Flows has been presented in the consolidated financial statements using the indirect method. This Statement 


was presented in prior year consolidated financial statements using the direct method. 
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